RECEJVED

Before the
FEDERAL COMMUNICATIONS COMMISSIONEDE wacAr/omscg,,,
Washington, D.C. 20554 THE Secne MMISS’QV
In the Matter of ) ey
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1992 Annual Access Tariff Filings ) CC Docket No. 92-141

APPLICATION FOR PARTIAL REVIEW

The Ameritech Operating Companies,! pursuant to sections 1.104 and 1.115
of the Commission’s Rules, hereby ask the Commission to review that aspect of
the Bureau’s recent order in the above-captioned proceeding? that requires the
Companies to allocate their overall interstate price cap sharing amount based on
relative basket revenues and prohibits the Companies from using basket-specific
earnings as an allocator.® Specifically, the Bureau’s ruling involves a question of
policy which should be overturned by the Commission.

The Companies would concede that, in an abstract sense, the Bureau’s
ruling is correct and completely in line with the philosophy of price caps. It is
true that, under price caps, basket-specific costs and basket-specific earnings
should not form the basis for any Commission decision or regulation. On the
other hand, the Commission’s decision to include the Interexchange category in
the computation of overall interstate earnings subject to sharing has introduced a
distortion into the price caps sharing process which would yield an unfair result if

the Companies were required to allocate sharing based on basket revenues.

1 The Ameritech Operating Companies are: Iflinois Bell Telephone Company, Indiana Bell
Telephone, Incorporated, Michigan Bell Telephone Company, The Ohio Bell Telephone Company,
and Wisconsin Bel), Inc.

2 In the Matter of 1992 Annual Access Tariff Filings, CC Docket No. 92-141, Memorandum
Opinion and Order, DA 92-841 (released June 22, 1992)(“Bureau Order” ),

3 I4. at paras, 4-8, ’ L7
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The Bureau begins its discussion of its view of the appropriate sharing
allocation mechanism by noting that

the goals of the Commission’s price cap plan [is] to move
away from cost allocation systems and instead focus on
price. *** Indeed, shifting the focus to prices and away
from complex and inherently arbitrary cost allocation
systems Is one of the principle benefits of the price cap

system.4

With this the Companies wholeheartedly agree. Furthermore, the Companies
concur with the Bureau’s observation that the Commission’s decision not to
adopt a basket-by-basket sharing device is a sound one.> Moreover, the
Companies would agree that “normally,” in light of those findings, the allocation
of sharing on the basis of basket-specific revenues would be appropriate.
However, the Commission’s decision to include the Interexchange category in the
price cap sharing mechanismé introduced a distortion into the price cap
mechanism which, in the Companies’ case, because of their relatively significant
amount of interexchange business, would render a strict allocation on the basis of
basket revenues substantially unfair to their Interexchange customers.

As the Companies pointed out in their petition for reconsideration of the
Commission’s price cap order,” there are several reasons why Interexchange

services should not have been included in the calculation for overall earnings in

4 Bureau ‘s Order at paras. 5 and 7.

314,

6 The Commission’s decision to include the interexchange service category in the price cap
mechanism was only clarified in its order on reconsideration in the price cap proceeding, In the
Matter of Policy and Rules Concerning Rates for Dominant Carriers, CC Docket No. 87-313, Order on

Reconsideration, FCC 91-115 (released April 17, 1991X“Price Cap Reconsideration Order”) at paras.
95-97.

7 Relevant sections from that petition are appended hereto as Attachment A,
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the Commission’s price cap sharing mechanism.2 The Commission’s rate of
return procedures specifically excluded Interexchange services. It was certainly
anomalous for the Commission to include the revenues and costs of services
which were never subject to rate of return regulation in with other services in
calculating a sharing amount that is measured on achieved rate of return.
Moreover, as the Companies noted, application of the sharing mechanism to the
LECs’ competitive Interexchange services was inconsistent with the

Commission’s treatment of AT&T under its price cap plan -- which, of course,

required no sharing,.
However, the Commission did not agree with the Companies and, instead,

chose to include Interexchange services in with interstate access services in the
computation of the price cap LECs’ sharing obligation. Purther, however, in that
same order, the Commission declined to specify any particular methodology for
sharing allocation, stating that

sharing adjustments, like all exogenous adjustments,
[must] be flowed through on a cost-causative basis. ***
We therefore find no present need to specify a particular
method of reflecting “cost causation.”?

While MCI had asked the Commission to require that sharing be allocated on
the basis of basket earnings, the Commission declined to adopt MCI's method
a8 a requirement, but did not preclude its use. Thus, the Commission left the
door open to the implementation of a sharing mechanism that minimizes
the distortion caused by including the interexchange services in the

computation of the price cap sharing amount.

8 See Ameritech Operating Companies’ Petition for Reconsideration filed November 21,
1990.

9 Price Cap Reconsideration Order at para. 113,
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The Companies, in their annual access tariff filing (Transmittal No. 617)

proposed just such an allocation mechanism. Specifically, the Companies

showed that allocating the overall interstate sharing amount back to their

customers based on basket-specific earnings results in an imminently fair

allocation of sharing because it benefits customers in proportion to their

contribution to the Companies’ sharing obligation.10
Table I below compares each basket’s contribution to sharing with the

results of the revenue-based allocation method ordered by the Bureau and the

method proposed by the Companies.

Basket

Common Line
Traffic Sensitive
Special Access
Interexchange

Total

TABLE I

Comparison of Contribution to Overall

Sharing Amount and Sharing Allocation

(in milllons of dollars)

Allocation
Contribution Allocation Based on
to Based on Earnings
Sharing Revenues over 12.25%
(11.1) 4.0 0
(2.1} 4.3 0
10.7 1.7 4.7
12.8 D3 26
10.3 10.3 10.3

Note: “Contribution to Sharing” represents the difference between the actual earnings and the
earnings that would have produced a 12.25% rate of return multiplied by 50%. To obtain
the final sharing level, this total amount is then grossed up for taxes and interest. The
two columns displaying the allocation of sharing based on revenue and basket earnings
above 12.25% display the earnings to be shated, not the final sharing amount.

10 The relevant section of the Companies’ response opposing their proposed sharing
mechanism is included as Attachment B. For convenience, a portion of that argument will be

reproduced here,



As the table shows, using revenues as an allocator results in crediting the
Common Line and Traffic Sensitive baskets with a total of $8.3M even though
those two baskets combined actually had a pegative contribution to sharing of
$13.2M. And while the Common Line basket earned at 10.58% in 1991, the
revenue-based allocation drives those rates even lower despite the fact that they
earned below the Commission’s authorized rate of return of 11.25%. Further, the
revenue-based allocation attributes only $2.0M to the Special Access and
Interexchange baskets even though they contributed $23.5M to sharing. The
unfairness of the methodology is underscored by the fact that it allocates only 3%
of the sharing amount to the Interexchange basket even though the Companies
would have had no sharing obligation whatsoever had Interexchange not been
included in the determination of the overall sharing amount in the first instance.

On the other hand, Table I demonstrates the reasonableness of the
Companies’ methodology in their particular case. Special Access and
Interexchange are credited with the entire sharing amount in proportion to each
basket’s contribution.

The Bureau concludes that “a carrier’s obligation to share revenues with its
customers is calculated on the basis of its total interstate revenues.”11 It is perhaps
more relevant to say that the obligation to share is based on productivity
achievements as indirectly measured by total interstate earnings. There is, after

all, no direct correlation between revenues and either productivity or earnings.

While the Companies agree with the Commission that a basket-by-basket

sharing mechanism is inappropriate,!2 once the overall interstate price cap

11 Byreau Order at 6.

12 Such a mechanism would require sharing based on each basket’s earnings regardless of the
earnings of other baskets. Price Cap Reconsideration Order at paras 93-94.
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sharing amount is determined based on an examination of overall interstate
earnings, allocation of that amount back to the baskets on the basis of basket-
specific earnings is, at least in this case, a reasonable and cost-causative method.
The inclusion of the Interexchange category in the calculation of the overall
interstate sharing amount causes a distortion which revenue-based allocation
builds upon. A basket-earnings based allocation of the overall interstate sharing
amount, in this case, mitigates the distortion by flowing back to interexchange
customers a proportionate share of their contribution to that sharing figure.

The Companies do not ask the Commission to find that a basket-earnings
based allocation is the only reasonable way to allocate interstate sharing. Rather,
they only request the Comumission to find that, in this case, the Companies

proposed method of allocation is reasonable, cost causative, and permissible.

Resgpectfully submitted,

Floyd S. Keene | ﬂa

Michael 5. Pabian
Attorneys for the

Ameritech Operating Companies
Room 4H76
2000 West Ameritech Center Drive
Hoffman Estates, IL 60196-1025
(708) 248-6044

Dated: June 23, 1992



Attachment A

econoric environment price caps was meant to angender and defeat
the purposs of thes r-gulation. The Commission must articulate an
intant‘that while complaints will remailn avallabls under price
caps, the quastions of whether rates are unjust or unreascnable
or unfairly discriminatory will be judged within thae centext of

incentive, not rata of raturn, principlas.

3. Interaxchange Services sShould Not Be Part of
the Calculations for Ovarall Earnings in

The Commission should clarify that only intarstata access
servica data is ralevant for calculating raturns usad in the
application of the price cap sharing mechanism. Givan the
currant regulatory status, it would be lnappropriate to include
any other data in that computation.

The Sacond Report and Ordar basas the price cap sharing
mechanism on ths rate of return prescribad in Dockat No. 89-624.
Indeed, the Second Report and Order specifically incerporatas
that docket intoe the price cap procnodinq.lﬂ/ The rata of raturn
in that docket relates only to total interstate aAccess servica
data.

AS/ Sacond Raport and Order, para. 157. However, as of the date
of the filing of this PFR, the actual order in Docket
No. 85=624 pertaining to rate of return has yet to ba
released by the Commission. This places LECs, such as the
Anaritech Operating Companies, at an eanormous disadvantage
in addressing issues in Reconsideration Petitions which are
integrally related to the findings and conclusions containasd
in the yet to be disclosed rate of return order.



Cconsistent with such a refarance, the new Part 65 price cap
rules, as adopted in Appendix B of tha Sacond Report and Order,
raquiri that sxchanga carriers raport sarnings (to be usad, in
part, for sharing machanism calculations) on tha basis of total
intarstate Access gearvice information only.lﬂ/ Finally, the
Second Report and Order spacifies that price cap sarnings data be
reportsd on FCC Form 492, an iten designed to aceount for only
interstate Accasn l.xxiggl.ll/

On the othar hand, other parts of the Second Repoert and
Order balie ambiguity. Othar parts of the taxt indicate that the
price cap sharing mechanism "is basmed on total intaxstate rate of
roturn."ll/ Such language could be rsad as expanding sharing
adjustmant rate of raturn data bayond only that ralated to access
sarvicas to includa any interstats service offerad by LECs.

Of course, such a detarminatisen would ba inconsistent with
existing Commission rules and with the davelopment ¢f the sharing
mechanism itself. Thus, the Commission should affirm that
earnings repoxts, 4s sat out in its neaw regulation
Sec. £5.600(d), will continua te be mads on the basis of total
interstate accass sarvica data alons. Any other ku.olution of
the inconsistency would ba contrary to the raguirements of the

16/ Second Report and Order, Appendix B, Bec. 65.600(d).
17/ Second Raport and Ordaer, para., 384.
18/ Sscond Report and Ordaer, paras. 151, 376, 378.
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Adninistrative Procedures Act and constitute arbitrary and
capricious agency action.

Tﬁt Compission should avoid the inclusion of intarstate
services othar than access sarvicaes in ovarall sarnings
calculations for savaral reasons. Firgt, the rate of return
procedures specifically exclude such othsr services and the
Comunission naver indicated an intent to change this long atanding
policy. Segond, LECs wars not provided with adegquats notice and
opportunity to comment on the axpanded application of the rate of
return prascription (to all interstata sarvices) as required by
the Administrative Procedurass Act, 5 U.8.C. 553(b) and (C).

Since intarexchange sarvices waere spacifically excludad by the
Commigsion's rules from tha procedurs for developing a rata of
raturn, it would bs arbitrary and capricicus to apply that rate
of raturn to those sarvices now. ZIhird, application of the
sharing mechanism te such compatitive interaxchange services is
inconsistent with the treatment accorded AT:T's comparable

services.

a. The Rats of Rsturn Prescription Procaduras

The rats of return proceeding (Docket 89=634) was conducted

pursuant to Part 65 of the Commission's rulu..li/ Those rules,

12/ 1990 Represcription Procesding Ordar, FCC 89-362, para. 4
(releaased Decembar 29, 198%).
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and the rasturn prascribed pursuant to them clearly apply to a
LEC's interstate accass servicasg alonn.zg/ The limitation was

not inadvartent:

Wae have not prascribad a return for the intarstata
intaraxchange or non~acceas sarvicaes of sxchange carriers,
such as "corridzi/sorvican" + + «» and wve have ho presant
plans to do so.

Subseguant rate of return prascriptions adhare to this
policy and hava bean axpressly limited to interstata access
g.:g;ggl.ZZ/ The Commission has never indicated an intention to
change this policy. In fact, the Commission limitad the pending
proceading considering revisions to the Part €5 rulas (Dockat
No., 87-463) to refinaments of "the preceduras and mathodologles
for raprescribing ratss of raturn for... the sxchange carriars
ACCasS l.xxi;;.."31/ Consistant with the prascribad rate of
return, the Commission's rate of return reporting rulas do not
include intarsxchangs services.4d/ And, although in tha Second

Report and Ordar the Commission revised its rate of return

47 CFR 65,700, at, sad.

Intarstate Return Rules, 50 Fed. Reg. 33786, para. 3
(August 23, 1985); sea 8ls0 47 C.F.R. Sac, 69.2(s).

Sea Prescription Order, 60 Rad. Reg. 34 1389, 1596, 1607,
1618 (1986€).

Rate of Return Refinsment Precondini, FcC 87-315, para. 1,
(releaansd October 13, 1987) (emphasis added).

E B B EB

47 C.F.R. 65.600, FCC Form 492.



reporting rules, it did not include the raguiremant to report

non-access servics returns.&s/

b. No Notice Was Proviced of the Expanded

In the 1990 represcription proceading, which is part and
parcel of the price cap proceading, the Commission did not
provide any notice that the revisad return would apply not only
to access sarvicas but also to those othar interstate sarvices
offared by LECs. The failure to provide adequate notice and an
oppertunity to comment prior te the adaption of an expanded
application vioclataes the requirements of the Administrative
Procedures Act.zﬁ/ Clearly, the Commission is required, aven in
an omnibus rulamaking procseding, to provide specific notice that
a longstanding policy may be moditicd.ZZ/ In this case the
policy is in fact a rule, adopted and followed in developing a
rate of return,

In addition, the Commission's Sacond Raport and Order fails
to provide a reasoned axplanation for the axpanded application.
Administrative agenciss must provida the basis and rationale for

thair decisicns to aveid a finding, upon reviaw, of arbitrary and

25/ BSecond Report and Order, para. 384.
26/ 5 U.8.C, Sec. 553.

22/ Raader v, FCC, 865 F.2d 1298 (D.C. Cir., 1989); Greatery
, 444 F.24 841, 852

(D.C. Cir. 1971} ("An aq.naI changing its course must supply
A resasoned analysis indicating that prior policias are being
delibarataly changed, not casually ignozed . . .").
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capricious agsncy action.zﬂ/ In this case, no rationale ls
containsd in the racerd to axplain the distinct change of
app}yinq the rate of raturn to intearexchanga sarvicas.
Finally, since tha davelopmant of the rate of raturn
prascription spacifically axcludas the considaration of
non-access services, it would be inconsistent and arbitrary to
now apply a rats of return seo devaloped to them. Yat that s
exactly how tha sharing machanism, if based on tha apparent

dafinition of tetal interstata aarnings, would operata.

c. Application of tha Sharing Mechanism to the
LECs' Competitive Interexchange Services is
Inconsistant with the Treaatment Accorded

]

The application of tha sharing mechanism to interexchange
services is also inconsistent and arbitrary since a similar
machanism doess not apply to ATLT's comparable interstate services
under its price cap plan. The Second Report and Order
spacifically acknovladges that LEC interaxchange ssrvicas were
compatitiva with AT&T'a n-rvicnl.zi/ Based on this Zact, the
Commission held that it would be both Yaccurats and eguitable"

for local axchange carriers to ba measured by the sanme

28/ Hastern Unien v, FGE, 856 r.a2d 215, 318 (D.G. Cir, 1988)
("The réC must demonstrate a raticnal connaction betwasen
facta found and choice made . . . This connsction must
appear in the agency decision and rascord.")

42/ Second Report and Order, para. 207,



productivity factor (3%) as governs ATLT's compating lurvicps.lg/
Given this similarity of compating services and tha fact that
such lirviotl ars isolatad from accaas smarvicas undar the price
cap plan, no rational basis exists for this disparate treatmant.
Tha application of the sharing mechaniam to only LEC

intarexchange services should be eliminatead by tha Commission on

reconsideration.

4. Depraciation and Tax Rate Changas Should Be
Exogenocus! In Particular, the Price Cap Formula
Should Treat ths Current T;x Provisions Relatad

\

The Commission should reconsidar its characterization of tax
and depreaciation rate changas as sndoganous to the price cap
formula. Both items fit within the paramatars of tha
Commission's definition of exoganocus cosmts. In particular, the
Commisaion should reconaider its failure to rescognize iten

axisting tax normalization changes as exogencus iltems.

a. Futurs Dapraciation and Tax Rata Changas

Inharent in tha concept ¢f incentives regulation is ths idea

that a carrier should not be panalized by or benefit frem the




cost influencing effecta of extarnal factors that ars beyond its
control.ll/ Thus, the Commigsion acknowladges that scma costs
shauld‘bo raflected exogenous to tha price cap formula.EZ/
Contrary to this stated purpose, thea Commission parsists in
danying that trasatment to rate changss related to depraciation

and tax.

The Commission's assertion of carrier control of tha sffact
of despreciation rate changa through the carriesr's ability to
determine when a rate is implemantad will not wash. For example,
nonetary changes dua ¢o separations rule changss are affordsd
axoganous truatnnnt.zll Such saparations changes are orderaed by
the Commission using a process almest idantical to thae one it
employs to specify depraciation rats changes, which it treats
andogenously.,

As for taxas, tha Commisaion explains its decision to find
future tax changes "“andogenocus" as influenced by the fact that
the price cap productivity adjustment == the GNP-PI == will
automatically raflect tax chango-.li/ But the Commission
acknawln&q-l that the GNP-PI already raeflects productivity, too,
and yat it adds a "telecommunicationa" ralated productivity

offset (3.3% or 4.3%) to its price cap formula. Similarly, the

s.g::d Report and Ordar, para. 166; saa also para. 173 and
n. .

Second Repert and Ordar, para. 166.
Second Report and Order, para. 167,

EEE E

Second Report and Order, paras. 176=77,



Attachment B

factored state taxes in the “gross-up” process in calculating the final sharing
amount. In addition, expense increases reflected in the Companies’ reports are
properly documented. Moreover, exogenous cost changes due to excess deferred
tax reserve and separations changes were correctly determined.

The Commission’s authority to reject tariffs Is limited to instances where a
filed tariff is “demonstrably unlawful on its face.” To justify rejection, a
petitioner must show that the tariff clearly violates applicable restrictions, in
particular, the Communications Act, the Commission’s rules, or a prior
Commission order.4 Suspension is authorized only when there is reason to
believe that the tariffs are not just and reasonable as the Communications Act
requires. As shown in this Reply, the petitions fail to establish an adequate basis
for rejection or suspension of the Companies’ filing. Accordingly,”the petitions,
as they relate to the Ameritech Operating Companies’ filing, should be denied.

1| Sharing.

As the Companies indicated in the description and justification (“Dé&]J")
accompanying their filing,5 they allocated their overall interstate “sharing”
amount among the interstate service baskets based on the relative amount by
which each basket earned in excess of the 12.25% sharing trigger. As indicated in
the D&J, only two baskets, Special Access and Interexchange, had rates of return
above the sharing trigger. Therefore, the sharing amount was allocated to those
two baskets. In determining the appropriate allocation between those two baskets,

the Companies calculated the amount of revenue attributable to each basket that

4 Associated Press v. FCC, 488 F2d 1095 (D.C. Cir. 1971) at 1103,
5 D&} at7-9.



resulted in each basket’s earning in excess of 12.25%. The sharing amount was
allocated based on each of the two basket’s share of this “revenue difference.”

Allnet, AT&T, and MCI argue that this method of allocation violates the
Commission’s specific finding that sharing should not be based on per-basket
earnings. Instead, these petitioners maintain that the allocation should be based
on basket revenues.8 Ad Hoc, on the other hand, commended the Companies for
their use of an earnings-based allocation.”

First, the Companies’ methodology complies with the Commission’s
directive that a price cap local exchange carrier's (“LEC’s”) overall sharing
obligation should be determined by looking at overall interstate earnings.® By
using total interstate earnings, the Commission sought to avoid a LEC having to
share in one basket while falling short of achieving the unitary offset in another
basket, a lose-lose situation.® Consistent with that ruling, the Companies
determined their overall sharing obligation by first looking at total interstate

earnings, not individual basket earnings.

6 Allnet at 14; AT&T at 1-6; MCI at 6; although not quite as strongly, Sprint (at 6) also
questions the Companies’ allocation method.

7 Ad Hoc at 13-14,

8 ul ncernin for Dominant Carriers, CC Docket No.
87-313, Order on Reconsideration, FCC 91-115 (released April 17, 1991)(“Price Cap Reconsideration
Order”) at § 94.

9 Rul ncerning Rates for Dominant Carrers, CC Docket No.
87-313, Second Report and Order, FCC 90-314 (released October 4, 1990)(“Second Report and Order”)
at J 151. The Commission understood that a basket-by-basket examination of earnings might cause a
“converse problem” in permitting a LEC to charge higher rates for a particular basket “even if
interstate earnings in the other baskets and for the company as a whole were already adequate.”
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Once the overall sharing amount is calculated, that amount must be
allocated to the four interstate service baskets. Contrary to its position in this
matter, MCI, in its petition for reconsideration of the Second Report and Order,
hzid asked the Commission to require that sharing be allocated on the basis of
basket earnings.1? While the Commission declined to adopt MCI's method as a
requirement, it did not preclude its use. The Commission simply declined to

specify any particular methodology for sharing allocation, stating that

sharing adjustments, like all exogenous adjustments,
[must] be flowed through on a cost-causative basis. *¥*
We therefore find no present need to specify a particular
method of reflecting “cost causation.”1!

The Commission further declined to adopt AT&T's recommendation to require

uniform Part 69 allocation of all exogenous costs by price cap LECs, stating that

one of the fundamental purposes of price cap regulation is
to move away from “cost allocation” systems imposed by

regulators.1?

While the Companies do not intend to imply that the method that they
used is the only correct method of allocating sharing among the baskets, they do
contend that it is a reasonable and proper method. In deriving a method of
allocation of overall interstate earnings, the Companies attempted to develop a

“cost-causative” mechanism. The Commission’s sharing mechanism

10 MCI Petition for Reconsideration at 23.

11 1d. at ¥ 113. While Allnet (at 3) argues that the Commission has required that all
basket PCls be adjusted by sharing, a more reasoned view is that all baskets must be considered in
any cost-causative allocation method. The Companies did look at all baskets from a cost-causative
perspective. They eliminated two baskets from sharing only after determining that, according to
their valid methodology, there was no cost-causative reason for including them. To require an
allocation to gvery basket under all circumstances would in fact violate the Commission’s cost-
causative precepts.

12 14, at § 77.



was intended to flow through to the LECs’ customers a portion of the benefits of
LEC pr'oductivity- achievements. The Commission uses earnings as a surrogate
for measuring productivity achievements., Given that fact, it appears to be
reasonable to look back to the earnings of the individual baskets as an appropriate
means of allocating the overall sharing amount. In other words, the Companies’
allocation method distributes the overall sharing amount among the baskets in
proportion to each basket’s contribution to that overall sharing figure. And while
the Companies did look at revenue as a possible allocator, they determined that,
in this case, revenue provided no cost-causative basis for sharing because revenue
by itself was no valid measure of productivity, either directly or as a surrogate,

since it does not evaluate potentially inefficient cost increases.

Table I below compares each basket’s contribution to sharing with the
results of the revenue-based allocation method proposed by the petitioners and

the method used by the Companies.



TABLE [

Comparison of Contribution to Overall
harin haring All

(in millions of dollars)

Allocation
Contribution Allocation Based on
to Based on Earnings
Basket Sharing Revenues v %
Common Line (11.1) 4.0 0
Traffic Sensitive (2.1) 43 0
Special Access 107 1.7 4.7
Interexchange 128 0.3 26
Total 10.3 103 10.3
Note: “Contribution to Sharing” represents the difference between the actual eamings and the

earnings that would have produced a 12.25% rate of return multiplied by 50%. To obtain
the final sharing level, this total amount is then grossaed up for taxes and interest
resulting in the $18.2M reflected in Exhibit 4 of the D&J. The two columns displaying
the allocation of sharing based on revenue and basket earnings above 12.25% display the
earnings to be shared, not the final sharing amount.

As the table shows, using revenues as an allocator would result in crediting

the Common Line and Traffic Sensitive baskets with a total of $8.3M even

though those two baskets combined actually had a pegative contribution to

sharing of $13.2M. And while the Common Line basket earned at 10.58% in 1991,

the revenue-based allocation would drive those rates even lower despite the fact

that they earned below the Commission’s authorized rate of return of 11.25%.

Further, the revenue-based allocation would attribute only $2.0M to the Special

Access and Interexchange baskets even though they contributed $23.5M to

sharing.

On the other hand, Table | demonstrates the reasonableness of the

Companies’ methodology in their particular case. Special Access and
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Interexchange are credited with the entire sharing amount in proportion to each
basket’s contribution.

MCI criticizes allocating portions of the sharing amount to the
Interexchange basket because the Interexchange category has little investment and
has never been targeted at the FCC’s authorized rate of return.!3 That, in fact, is
the argument that many carriers (including MCI4) used to maintain that
Interexchange earnings should not be included in sharing in the first instance.
However, the Commission decided to include Interexchange earnings in the
sharing calculation. Given that fact, it seems only proper that the Interexchange
category be credited with a “fair” portion of the sharing dollars.15

Allnet is simply wrong when it complains that the Companies’ method of
allocating sharing “cheats” because “with special access and interexchange rates
below their respective price caps, no rates will be reduced to reflect past over-
charges.”16 The Companies’ actual price indices (“APIs”) for the Special Access
and Interexchange baskets are below price cap indices (“PClIs”) because the

‘Companies have already reduced prices to benefit their customers. The

Commission encourages these up-front rate reductions.

The LEC decides for itself whether to lower rates
immediately; if it does so, the up front rate reductions will
have much the same effect as the next-year reductions

13 MCl até.
14 Sep MCI's Petition for Reconsideration at 24.

15 1t should be noted that, if Interexchange earnings were not included in the sharing
obligation, the Companies would have no sharing obligation to be reflected in this filing. In that
light, an allocation method (revenues) that credits the Interexchange basket with only 3% of the

sharing amount would not seem to be appropriate.

16 Allnet at 3. In fact, a strong argument could be made that the Companies’ customers would
be cheated by the unfair allocation of sharing that would result from using revenues as an allocator -
- as shown on Table I.
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required by the sharing plan, but will more immediately
and effectively benefit both the LEC and the public.1?

The Companies’ decision to reduce Special Access and Interexchange rates in
advance of forced reductions due to sharing have extended the benefit to
customers sooner than the sharing adjustment would have provided. These up-
front rate reductions have shared the productivity gains with the customers in
real time. Moreover, these reductions do not detract from the fact that the Special
Access and Interexchange baskets were in fact the only contributors to the
Companies’ overall sharing obligation and that, logically, they should receive the
benefit of that sharing obligation.

In summary, the Companies’ use of an earnings-based allocation to
distribute the overall sharing amounts to the interstate service baskets is
completely proper and provides no basis for rejection, suspension, or

investigation of their tariff filing.

IIL  State Tax Rates Used to Calculate Sharing Amounts.

Sprint questions the composite state tax rate used in the Companies’
caleulation of the sharing amount, alleging that it “appears to be low.”1% The
following Table II displays the state income and gross receipts tax rates used to
calculate the Companies’ sharing amount. The individual rates are weighted

together to calculate the composite rates based on each state’s share of revenue.

17 Sacond Report and Order at q 135.

18 Gprint at 8.
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